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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HAI NES, Judge: Respondent determ ned a deficiency in
petitioners’ Federal incone tax of $170,925 and a penalty under

section 6662(a) of $34,185, for 2001.1

1Unl ess ot herw se indicated, section references are to the
| nternal Revenue Code, as amended. Rule references are to the
Tax Court Rules of Practice and Procedure. Anounts are rounded
to the nearest doll ar.
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After concessions,? the issues for decision are: (1)
Whet her petitioners may exclude the gain on the sale of their
Berlin hone under section 121; (2) whether petitioners may al so
exclude the gain on the sale of the South Point Road | ot under
section 121; and (3) whether petitioners are liable for a penalty
under section 6662(a).

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts, the exhibits attached thereto, and the
stipulation of settled issues are incorporated herein by this
reference. At the tinme they filed their petition, petitioners
resided i n Hagerstown, Maryl and.
Backgr ound

In 1976, petitioner Dr. J. Ransay Farah (Dr. Farah) opened
his pediatric nedical practice in Hagerstown, Maryland.® Over
the years, petitioner Elizabeth Farah (Ms. Farah) al so worked for
the nedical practice assisting with various adm nistrative

duties. However, she al ways worked from her hone.

2Petitioners concede they are not entitled to a | oss of
$45,733 fromtheir Schedul e E, Supplenental |ncone and Loss,
rental real estate activities, and they are not entitled to
Schedule C, Profit or Loss From Busi ness, deductions of $64, 915.
Petitioners also concede they failed to report State incone tax
refunds of $3, 354.

At various tines from 1980 through 1998, Dr. Farah operated
medi cal offices in Waynesboro, Pennsylvania, and Boonsboro,
Maryl and, in addition to his Hagerstown practice.
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On Novenber 13, 1976, Dr. Farah was appointed to the nedical
staff of Washington County Hospital in Hagerstown, Maryland. In
May 1977, petitioners purchased a | arge, historic house | ocated
at 1003 The Terrace, Hagerstown, Maryland (Hagerstown house). At
the tinme of trial in this case, petitioners still owned the
Hager st omn house. Dr. Farah has al ways mai ntai ned an office in
t he Hagerstown house. Since 1980, he has used the Hagerstown
address as the business address for his medical practice and
nmyriad other business activities.

In addition to their work in the nedical practice, since
1992, petitioners have been general partners in the Boonsboro
Medi cal Center Partnership (Boonsboro Partnership), which owns
and | eases office space to various tenants including physicians.
Dr. and Ms. Farah own a 71.74-percent and 1.74-percent interest
in the Boonsboro Partnership, respectively.

The Purchase of the Berlin House and the South Point Road Lot

On Cctober 18, 1989, petitioners purchased a piece of
wat erfront property consisting of 3.27 acres and a house | ocated
at 5922 South Point Road, Berlin, Maryland (Berlin house).
Petitioners intended to use it as a sumrer honme and eventually
make it their retirement hone.

The property was originally listed for sale for $399, 000.
However, the sellers accepted petitioners’ offer of significantly

| ess, either $315,000 as respondent contends or $365, 000 as
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petitioners contend. The contract for sale lists the purchase
price as $315,000. The formHUD-1 settlenment sheet issued at the
closing also lists the total purchase price as $315,000. An
addendumto the contract provides that $50,000 is to be paid for
“personal property not specifically included in the contract for
purchase.” Petitioners executed a prom ssory note in the anount
of $50,000 in favor of the sellers. The note carried a termof 5
years and called for $5,000 of interest to be paid.

Over the years, petitioners made significant inprovenents to
the Berlin house, costing a total of $274,375, to nake it a
suitable retirement honme. 1In addition to inproving the house,
petitioners required additional land for a yard and septic
drai nage field as nost of the property surrounding the Berlin
house was marshland. To that end, petitioners planned to
purchase the 2.39 acre uni nproved | ot adjacent to the Berlin
house, known as Lot 1, M nor Subdivision of WV. Krewatch Land,
Sout h Point Road Berlin, Maryland (South Point Road |ot).

On April 6, 1991, on the advice of counsel, petitioners
formed the J. Ransay Farah Famly Partnership (Famly
Partnership), a Maryland general partnership for the purpose of
owni ng and devel oping the South Point Road |ot. Petitioners
purchased the | and through the partnership to help protect the
property fromliabilities arising fromDr. Farah’s nedica

practice. Dr. Farah was told by counsel that holding the | and
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with his children would make it difficult to attach. Upon
formation of the Fam |y Partnership, Dr. and Ms. Farah each held
a 35-percent interest. Two of their four children, Frederick
Farah (then age 17) and Veronica Farah (then age 11), each owned
15-percent interests.* The partnership agreenment was signed by
Dr. and Ms. Farah. It was not signed by either of their
children, nor did either child nake a capital contribution to the
Fam |y Partnership. The Famly Partnership did not register as a
busi ness entity in the State of Maryland or obtain an enpl oyee
identification nunber.

On the day of its formation, the Famly Partnership
conpl eted the purchase of the South Point Road lot. At the tinme
of purchase, the only structure on the |lot was a tool shed.
There was no separate electricity line, well, sewer line, or
septic system At the closing, petitioners paid $51,880 in cash.
The bal ance of the purchase price was financed through a
prom ssory note and a purchase noney nortgage to the seller nade
by the Fam |y Partnership.

Petitioners made inprovenents to the South Point Road |ot.
They constructed a bul khead and concrete path that extended al ong
the shoreline fromthe Berlin Residence property into the South
Point Road |l ot to protect the property fromthe water. They al so

constructed a fence that went around both properties. The lots

‘“Petitioners also had two ol der children, Patrick Farah and
anot her whose nanme was not disclosed in the record.
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wer e | andscaped, and petitioners constructed a chain |ink dog
encl osure.

Petitioners’ ©Myve to Berlin

In the spring of 1997, Veronica Farah, petitioners’
daughter, was accepted as a freshman at Salisbury State
University. It was the only school to which she applied.
Salisbury State University is located in Salisbury, Muryl and,
approximately a 30-mnute drive frompetitioners’ Berlin house.

At that time, Veronica required hei ghtened parental
supervi sion and support, including the regular adm nistration of
medi cation. To support their daughter, petitioners planned to
move with her to the Berlin house. In preparation for the nove,
Dr. Farah put his Hagerstown nedical practice up for sale in
Septenber 1997. He al so closed his Boonsboro practice. |n June
1998, Dr. Farah conpleted the sale of his Hagerstown nedica
practice.

Ms. Farah noved to the Berlin House in July 1997 to be with
Veroni ca, who was enrolled full time at Salisbury State
University fromthe fall termof 1997 through the fall term of
2001. In addition to her studies, she worked part tinme at
various restaurants and night clubs in OCcean Cty, Maryland. M.
Farah drove Veronica to and fromclass, as well as to and from

her part-time jobs. Both Veronica and Ms. Farah received nedi cal
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treatnent, including surgery, in Salisbury, Maryland, near
petitioners’ Berlin hone.

While living in Hagerstown, petitioners were involved in
several social and comunity activities, such as the Rotary C ub,
t he Northwood Swi m d ub, the YMCA, and the Maryl and Synphony
Orchestra. Around the tine of their nove to the Berlin residence
t hey di scontinued their nmenbership or involvenent with these
activities.

In May 1998, Dr. Farah began working part-tinme for Sierra
Mlitary Health (Sierra) as an Associate Medical Director at
Sierra’s office, located in Baltinore, Maryland. Anong nmany
other responsibilities, Sierra credentials hospitals that provide
care to mlitary personnel and their dependents.

In Cctober 1998, Dr. Farah was pronoted to full nedical
director working in quality assurance. The position required
that he work 3 days a week at Sierra’'s Baltinore office.
Baltinore is approximately 75 mles from Hagerstown and 138 m |l es
fromBerlin. Dr. Farah traveled extensively fromBaltinore to
various clinics and nedical facilities |ocated al ong the east
coast from Maine to northern Virginia. Dr. Farah continued his
enpl oyment with Sierra until March 28, 2005.

Hs position with Sierra required that he perform a half-day

of clinical work each week, which he did with Towson Express,
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| ocated in Towson, Maryland, a suburb of Baltinore. Towson is
approximately 78 mles from Hagerstown and 152 mles fromBerlin.

Until October 1998, Dr. Farah served as Medical Director at
Victor Cullen Acadeny, a honme for juvenile detainees, located in
Sabillasville, Maryland. On Cctober 7, 1998, his Service
Agreenment with Victor Cullen Acadeny was term nated because he no
longer lived within 20 mles of the facility. Hagerstown is
approximately 17 mles fromSabillasville. Berlin is nore than
200 mles from Sabillasville.

On April 30, 1999, Dr. Farah neglected to renew his

menber ship on the nedical staff of Washington County Hospital, in
Hagerstown. Although Dr. Farah travel ed extensively, as often as
possi ble he returned to Berlin at the end of a workday. He was
al ways in Berlin on weekends and ot her nonworking days to be with
his famly.

Use of the Hagerstown House fromJuly 1997 to Septenber 2001

Before the conpletion of the sale of his nedical practice in
June 1998, Dr. Farah spent considerable tinme in the Hagerstown
house. After the sale of his practice, Dr. Farah visited the
Hager st owmn house nore frequently than his wife did. He would
return at |east once a nonth to collect bulk mail sent there.

In contrast, Ms. Farah rarely went to the Hagerstown house.
I n August of 1999, she stayed in the Hagerstown house for the

bapti sm of her grandson and to renew her driver’s license. To
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perform her managenent duties with the Boonsboro Partnership, M.
Farah rarely went to the Boonsboro building. She handl ed al
bills and tenant issues by mail or by phone fromBerlin.

Al t hough they spent little time in Hagerstown, petitioners
al ways used the Hagerstown address as their mailing address.

They used the Hagerstown address on their voter registrations,
their vehicle registrations, their driver’s licenses, and on al
Federal and State incone tax returns. During the relevant years,
Maryl and i nposed a | ocal inconme tax based on the county in which
the taxpayer lived. Although the rates changed year to year, a
taxpayer domciled in Hagerstown paid a tax rate of approximtely
2.5 percent, while a taxpayer domciled in Berlin paid only 1
percent during the relevant period. See MI. Code Ann., Tax-Gen.
sec. 10-106 (LexisNexis 2004).

Al bills associated with the Berlin house were sent to
Hagerstown. Petitioners also used the Hagerstown address as
their mailing address for two shoreline construction permts
obtained for the Berlin house.

Petitioners did not stop water or utility service to the
Hager st own house at any tine. Both water usage and electricity

usage renmi ned consistent fromJuly 1997 through January 2007.°

°The average quarterly water usage at the Hagerstown house
fromJuly 15, 1997 through Oct. 12, 2001 was 128.22 units. The
average quarterly water usage at the Hagerstown house from Cct.
12, 2001 through Jan. 23, 2007 was 113.45 units. The average
(continued. . .)
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Christina Farah, who would |l ater marry and divorce
petitioners’ son, noved into the Hagerstown house with
petitioners in 1996. She left in July 1997 to live in Texas with
petitioners’ son, Patrick Farah. She returned to Hagerstown in
January 1998 and stayed until October 1998. Christina s first
son was born Novenber 27, 1998, in Dallas, Texas. Petitioners
spent Christmas of 1998 in Dallas with Patrick and Chri sti na.
Christina returned to Hagerstown in January of 1999. After that,
she would go to Dallas periodically for visits usually lasting a
week or a weekend. Because Christina s husband was abusive at
tinmes, petitioners allowed her to stay in the Hagerstown house
rent-free to provide a safe and secure environnent for Christina
and her children, petitioners’ grandchildren.

Christina often forwarded petitioners’ nmail to themat their
Berlin hone. She also spent holidays with petitioners at their
Berlin hone. Wen Christina was not in Hagerstown, petitioners’
son Frederick Farah, who |iked to use the hot tub at the
Hager st own house with his friends, would go there to forward the

mai |

5(...continued)
electricity usage at petitioners’ Hagerstown house from July 15,
1997 through Cct. 11, 2001 was 2,867.62 kilowatt hours. The
average electricity usage at petitioners’ Hagerstown house from
Nov. 9, 2001 through Feb. 14, 2007 was 3,080.23 kilowatt hours.
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Petitioners’ ©Myve Back to Hagerstown and the Sale of the Berlin
House and the South Point Road Lot

In January 2001, Ms. Farah was di agnosed with an aggressive
and rare formof |lung cancer requiring major surgery and nedi cal
follomup. At that tine, petitioners were unsure of her chances
of survival and their prospects for the future. As they needed
additional funds, and felt Ms. Farah's future nedical needs woul d
be best served in a major nedical center, petitioners decided to
sell the Berlin house and the South Point Road | ot.

In March 2001, Dr. Farah consulted with his attorney
regarding his estate plan and the sale of the two properties. On
March 11, 2001, petitioners entered into a listing agreenent to
sell the Berlin residence, together with the South Point Road
lot. The listing agreenent listed the owner of the South Point
Road | ot as the Fam |y Partnership. Petitioners never considered
selling the properties separately.

In the spring of 2001, Dr. Farah was a candidate for a
position on the Maryl and Board of Physician Quality Assurance
( BPQA) . Dr. Farah’s candi date subm ssion to the BPQA
represented that he resided in Hagerstown, Maryland. |In My
2001, Dr. Farah began working part tinme as the Medical Director
for Col onial Managenent G oup in Hagerstown, Maryl and.

Consequently, Dr. Farah began spending nore tinme in Hagerstown.
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On Septenber 24, 2001, petitioners had nost of the
furnishings of the Berlin house packed and shi pped to Hager st own.
On Cctober 27, 2001, both the Berlin house and the South Poi nt
Road | ot were sold to one buyer for a total of $1,300,000. At
the closing, the settlenent conpany prepared separate form HUD- 1
settlenment sheets for the Berlin house and the South Point Road
lot. Petitioners did not know there woul d be separate settlenent
sheets for the two properties until the day of the closing. The
separate settlenment sheets allocated $800, 000 of the sales
proceeds to the Berlin residence and $500, 000 to the South Point
Road | ot. The allocation of the $1,300,000 between the two
properties was not negotiated by petitioners or the buyer. The
settlement sheet for the South Point Road lot listed the Famly
Partnership as the owner. No change in ownership of the South
Poi nt Road | ot was recorded between its purchase in 1991 by the
Fam |y Partnership and its sale in 2001.

Petitioners’ 2001 Return and the Notice of Deficiency

On August 15, 2002, petitioners filed their joint Form 1040,
U.S. Individual Income Tax Return, for 2001. On the Schedule C
Profit or Loss From Business, attached to their return,
petitioners reported gross receipts of $16, 798 and expenses of
$93, 145, resulting in a loss of $76,347. Sonme of the expenses on
the Schedule Crelated to Dr. Farah’s enploynent wth Sierra.

Dr. Farah did not nmaintain his own records for his work
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activities with Sierra. |Instead, he relied on records maintai ned
by Sierra, which were destroyed in the fall of 2004.

The Schedule D, Capital Gains and Losses, attached to their
2001 return reported an anount realized of $600,000 fromthe sale
of their Berlin house and a correspondi ng adj usted basis of
$600, 000. The Schedule D did not report the sale of the South
Point Road | ot. The Schedul e E, Supplenental |Inconme and Loss,
reported a |l oss fromthe Boonsboro Partnership of $45, 733.

On Septenber 19, 2005, respondent issued petitioners a
notice of deficiency, disallow ng petitioners’ Schedule C
expenses and Schedul e E | oss. Respondent al so adjusted
petitioners’ inconme to include a capital gain of $660,371 on the
sale of the Berlin house and the South Point Road |ot.

OPI NI ON

A. Burden of Proof

Cenerally the taxpayer bears the burden of proving the
Comm ssioner’s determ nations are erroneous. Rule 142(a).
However, the burden of proof with respect to a factual issue
relevant to the liability of a taxpayer for tax may shift to the
Comm ssi oner under section 7491(a) if the taxpayer has produced
credi ble evidence relating to the issue, has net his
substantiation requirenments, maintained records, and cooperated
with the Secretary’ s reasonabl e requests for docunents,

W t nesses, and neeti ngs.
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On brief, petitioners argue that the burden of proof on the
i ssue of whether the Berlin house was petitioners’ principal
resi dence should shift to respondent. Qur resolution of the
i ssue is based on the preponderance of the evidence rather than
the allocation of the burden of proof; therefore, we need not
address petitioners’ section 7491(a) argunent. See Estate of

Bongard v. Comm ssioner, 124 T.C. 95, 111 (2005). Petitioners

bear the burden of proof on all other issues affecting their
l[iability for the deficiency in their Federal incone tax.

B. Section 121 and Princi pal Resi dence

Section 121 provides for the exclusion fromgross incone of
up to $250,000 of gain fromthe sale or exchange of property, if
the property was owned and used by the taxpayer as the taxpayer’s
princi pal residence for periods aggregating 2 years or nore
during the 5-year period preceding the sale or exchange. A
husband and wife filing a joint return may exclude a maxi num of
$500, 000 of the gain fromgross incone if at |east one spouse
nmeets the ownership requirenent and both spouses neet the use
requi renent of section 121(a). Sec. 121(b).

Petitioners argue that they may exclude the gain fromthe
sale of the Berlin house and the South Point Road |lot fromtheir
gross incone pursuant to section 121 because they owned and used
the two properties as their principal residence fromJuly 1997

t hrough Septenber 2001. Respondent argues petitioners are not
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entitled to the exclusion for either property because the
Hager st omn house was petitioners’ principal residence at al
tinmes.

Whet her a residence qualifies as the taxpayer’s principal
resi dence for purposes of section 121 is a question of fact that
is resolved with reference to all the facts and circunstances.
Sec. 1.121-1(b)(2), Incone Tax Regs.; see also Thomas v.

Conm ssioner, 92 T.C. 206, 244 (1989); d aphamyv.

Commi ssioner, 63 T.C. 505, 508 (1975). *“If a taxpayer alternates

between 2 properties, using each as a residence for successive
periods of time, the property that the taxpayer uses a mgjority
of the time during the year ordinarily will be considered the

t axpayer’s principal residence.” Sec. 1.121-1(b)(2), Incone Tax
Regs.® In order to neet the 2-year use requirenent, occupancy of
the residence is required.” Sec. 1.121-1(c)(2)(i), Incone Tax

Regs.

6Sec. 1.121-1, Incone Tax Regs., generally applies to sales
and exchanges that occurred on or after Dec. 24, 2002. However,
for sales or exchanges of a principal residence before Dec. 24,
2002, but after May 7, 1997, taxpayers may elect to apply sec.
1.121-1, Incone Tax Regs., by filing a return for the taxable
year of the sale or exchange that does not include the gain from
the sale. Sec. 1.121-4(j), Incone Tax Regs. The sale of the
Berlin residence took place on Cct. 27, 2001. Petitioners’ 2001
return did not include the gain fromthe sale of the Berlin
resi dence. Therefore, sec. 1.121-1, Inconme Tax Regs., applies to
the sale. Nevertheless, our decision in this case would be the
same whether or not sec. 1.121-1, Incone Tax Regs., applied.

'Short tenporary absences, such as for vacation, are counted
as periods of use. Sec. 1.121-1(c)(2)(i), Inconme Tax Regs.
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For exanple, if an individual owns homes in New York and
Fl orida, spending 7 nonths of the year in the New York hone, and
5 nonths in the Florida honme, absent facts and circunstances
i ndi cating otherwi se, the New York home is the individual’s
principal residence for all of the year. Sec. 1.121-1(b)(4),
Exanple (1), Income Tax Regs. In contrast, if an individual who
owns homes in Maine and Montana, lives in the Maine honme for 2
years, then lives in the Montana hone for 2 years, and then
returns to Maine, each house is her principal residence while she
lives there. Sec. 1.121-1(b)(4), Exanple (2), Incone Tax Regs.

In addition to the use of the property, other rel evant
factors in determning a taxpayer’s principal residence, include,
but are not Iimted to:

(i) The taxpayer’s place of enploynent;

(1i) The principal place of abode of the
t axpayer’s famly nenbers;

(ti1) The address |isted on the taxpayer’'s federal
and state tax returns, driver’s |icense, autonobile
regi stration, and voter registration card,

(1v) The taxpayer’s mailing address for bills and
correspondence;

(v) The location of the taxpayer’s banks; and

(vi) The location of religious organi zations and
recreational clubs with which the taxpayer is
affiliated.

Sec. 1.121-1(b)(2), Income Tax Regs.
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1. The Berlin House

First, we turn to whether the Berlin house, w thout regard
to the adjacent South Point Road |ot, was petitioners’ principal
resi dence. Respondent does not dispute that petitioners owned
the Berlin house. Rather, the dispute centers on petitioners’
use of the Berlin house as their principal residence. M.
Farah’s use of the Berlin house is simlar to section 1.121-
1(b)(4), Exanple (2), Inconme Tax Regs. From 1977 to July 1997
she lived in Hagerstown. After it was purchased in 1989, she
occasionally visited the Berlin house. In July 1997, she noved
to Berlin, rarely returning to the Hagerstown house until
Sept enber 2001, when she noved back to Hager st own because of the
i npendi ng sale of the Berlin house.

Dr. Farah’s residency is not as sinple. After his wfe
noved to Berlin, Dr. Farah continued to spend significant tine in
Hagerstown until the sale of his nedical practice in June 1998.
After the sale of his nedical practice, he spent far less tine in
Berlin than his wi fe because of his work schedul e.

In May 1998, he began working for Sierra, a job that
required himto be in Baltinore 3 days a week. Baltinore is
approximately 75 mles from Hagerstown and 138 mles fromBerlin.
The job also required that he travel extensively, though the
record is unclear whether that travel substituted for his 3 days

in Baltinore.
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In addition to his enploynment with Sierra, Dr. Farah al so
worked at a clinic a half day a week in Towson, Maryland, a
suburb of Baltinmore. Towson is approximately 78 mles from
Hagerstown and 152 mles fromBerlin. Petitioners credibly
testified that Dr. Farah returned to Berlin on the weekends and
on all nonworkdays. They also credibly testified that he
returned approxi mately once a nonth to the Hagerstown house after
the sale of his practice, and before he began working in
Hagerstown in May 2001. The record is unclear, however, as to
where Dr. Farah stayed while working in Baltinore and Towson, and
how often his work required himto travel to various nedical
facilities. What is clear is that between the sale of his
medi cal practice in June 1998 and his return to work in
Hagerstown in May 2001, Dr. Farah spent significantly nore tinme
in Berlin than he did in Hagerstown.

Respondent argues that the consistent usage of utilities
bet ween 1997 and 2007 in the Hagerstown house indicates that
petitioners spent significant tinme there. However, the
consistent utility usage is explained by the occupation of the
Hager st owmn house by petitioners’ daughter-in-law, Christina
Farah, and after January 1999, her newborn son.

Respondent argues that because Dr. Farah’s enploynment with
Sierra called for himto work in Baltinore, which is closer to

Hagerstown than Berlin, his principal residence nust be in
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Hagerstown. However, Dr. Farah’s enploynent history indicates he
stopped residing in Hagerstown in June 1998. Around the tinme he
began work for Sierra, Dr. Farah sold his Hagerstown practice,
gave up his privileges at the |ocal Hagerstown hospital, and was
term nated fromenploynment with the Victor Cullen Acadeny because
he no longer lived in Hagerstown or el sewhere within a 20-mle
radius of the facility.

Respondent relies heavily on the fact that petitioners used
t he Hagerstown address on their tax returns, driver’s |icenses,
vehicle registrations, and voter registrations. Petitioners
explain that they did not change their mailing address because
they wanted to maintain a consistent appearance considering Dr.
Farah’s nyriad professional and business activities, including
positions with various State nedical boards. Since 1980, Dr.
Farah has used the Hagerstown address for all of his business
activities. Petitioners further argue that the addresses were
not changed on their tax returns, voter registrations, driver’s
I icenses or vehicle registrations because they still resided in
Maryl and, they still owned the Hagerstown house, they did not
bel i eve that changi ng the address made any difference,® and they

wanted all mail sent to a single address.

8n fact, petitioners’ residency affected the anount of
Maryl and | ocal inconme tax petitioners paid. The local incone tax
rate i nposed on residents of Hagerstown is greater than that
i nposed on residents of Berlin. See MI. Code Ann., Tax-(CGen. sec.
10- 106 (Lexi sNexis 2004).
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Respondent argues that petitioners’ lack of affiliation with
soci al organizations in the Berlin area indicates that the
Hager st owmn house was their principal residence. Petitioners were
involved in the Rotary C ub, the Northwood Swi m C ub, the YMCA
and the Maryl and Synphony Orchestra while living in Hagerstown.
The record indicates petitioners discontinued affiliation with
t he Hagerstown organi zations in 1997. Petitioners did not becone
involved with simlar organizations in Berlin. Petitioners
explain that they did not join a swmclub in Berlin because they
lived on the water. Furthernore, they did not join simlar
organi zati ons because Dr. Farah spent a great deal of tinme
traveling, and Ms. Farah spent nuch of her tinme caring for her
daught er.

For the foregoing reasons, we hold on the preponderance of
the evidence that the Berlin house was Ms. Farah’s princi pal
residence fromJuly 31, 1997 through Septenber 24, 2001, and that
the Berlin house was Dr. Farah’s principal residence from June
30, 1998 through April 30, 2001. Therefore, petitioners have
each net the 2-year use requirenent of section 121 and are
entitled to exclude up to $500,000 of the gain fromthe sal e of

t he Berlin house.?®

°The parties dispute whether the purchase price of the
Berlin house was $315, 000 as respondent contends, or $365, 000 as
petitioner contends. The parties stipulated that in addition to
t he purchase price of the property, petitioners are entitled to
(continued. . .)
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2. The Sout h Poi nt Road Lot

Havi ng decided that the gain on the sale of Berlin house was
excl udabl e under section 121, we now nust determ ne whether the
gain on the adjacent South Point Road lot is also excludable.
CGenerally, gain fromthe sale or exchange of vacant |and is not
excl udabl e under section 121 unl ess--

(A) The vacant land is adjacent to | and containing
the dwelling unit of the taxpayer’s principal

resi dence;

(B) The taxpayer owned and used the vacant |and as
part of the taxpayer’'s principal residence;

(C The taxpayer sells or exchanges the dwelling
unit in a sale or exchange that neets the requirenents
of section 121 wthin 2 years before or 2 years after
the date of the sale or exchange of the vacant | and;
and

(D) The requirements of section 121 have ot herw se
been nmet with respect to the vacant | and.

Sec. 1.121-1(b)(3)(i), Inconme Tax Regs.
Respondent contends that the South Point Road | ot was owned
by the Fam |y Partnership, and therefore, petitioners are not

entitled to exclude the gain under section 121. Petitioners

°C...continued)
an increase in basis of $282,054 with respect to the cost of
i nprovenents, taxes, and settlenent charges. Accordingly, the
adj usted basis of the Berlin house at the tine of sale was either
$597, 054 or $647,054. The parties stipulated that petitioners
recei ved net sal es proceeds of $752,582. Therefore, petitioners
realized a capital gain of either $103,528 or $153,528 on the
sale of the Berlin house. As both of these anpbunts are |ess than
t he $500, 000 exclusion, we need not decide the basis of the
Berlin house.
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advance two theories to support their argument that they owned
the property. First, petitioners argue that the partnership was
never fully inplenmented and t herefore should be disregarded.®
Petitioners argue alternatively that the partnership distributed
the South Point Road |lot to petitioners in 1992. As we determ ne
that petitioners failed to neet their burden of proving that they
owned the property, we need not address whether petitioners have
met the other requirenments of section 121. See also sec. 1.121-
1(b)(3)(i), Inconme Tax Regs.

Al'l relevant docunentary evidence shows that when the South
Point Road | ot was sold in 2001, the seller was the Famly
Partnership. Petitioners essentially ask us to apply the
substance over formdoctrine. They argue that we should
di sregard the formof the transaction (sale by the partnership)
and | ook instead to the purported substance of the transaction

(sale by petitioners).

OPetiti oners do not argue that the Fam |y Partnership
shoul d be “disregarded” as the termis used in sec. 301.7701-
3(a), Proced. & Adm n. Regs., which provides that a noncorporate
entity with a single owmer can elect to be disregarded as an
entity separate fromits owner. Rather, petitioners argue that
the Fam |y Partnership was an alternative nmeans for petitioners
to hold the property in joint tenancy, and therefore, we should
| ook past the partnership to its purported substance.

If a residence is owned by a single-owner entity that is
di sregarded for Federal tax purposes under sec. 301.7701-3(a),
Proced. & Adm n. Regs., the owner is treated as owning the
resi dence for purposes of the sec. 121 ownership requirenent.
Sec. 1.121-1(c)(3)(ii), Income Tax Regs. As the Famly
Partnership has multiple owners, it may not be disregarded under
sec. 301.7701-3(a), Proced. & Adm n. Regs.
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W have observed that “‘the taxpayer may have | ess freedom
than the Comm ssioner to ignore the transactional formthat he

has adopted.’” [Ill. Power Co. v. Conm ssioner, 87 T.C 1417

1430 (1986) (quoting Bolger v. Conm ssioner, 59 T.C. 760, 767 n.4

(1973)). In applying the substance over formdoctrine, we are
concerned with the intentions of the parties at the tinme of the

transacti on. G oetzinger v. Conm ssioner, 87 T.C. 533, 542

(1986) .

To prevail, the taxpayer must provide objective evidence
that the substance of the transaction is in accord with the
position argued by the taxpayer rather than the formset forth by
t he rel evant docunents. 1d. at 541. Furthernore, for substance,
as opposed to form to control the tax consequences of a
transaction, the taxpayer nust establish the clainmed substance of
the transaction under a hei ghtened burden of proof. Norwest

Corp. v Comm ssioner, 111 T.C. 105, 140, 145 (1998); Ill. Power

Co. v. Comm ssioner, supra at 1434. The strong proof standard

requires the taxpayer to present nore than a preponderance of the
evi dence in support of his characterization of the transaction.

I[Il. Power Co. v. Conmm ssioner, supra at 1434 n. 15.

Petitioners argue that although the South Point Road | ot was
purchased by the Fam |y Partnership, the partnership was never
fully inplenmented, and therefore, it should be disregarded.

However, petitioners stipulated that the Famly Partnership was
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formed. They stipulated that the partners were petitioners and
two of their children, and that the partnership purchased the
Sout h Point Road | ot.

Petitioners argue that because their children did not sign
the partnership agreenent, contribute to the partnership, and
that the partnership did not register wwth the state or receive
an enpl oyee identification nunber, the partnership was not fully
i npl enented. In determ ning whether a partnership exists under
Maryl and | aw, the controlling factor is the intent of the

partners to create a partnership. Cohen v. Olove, 57 A 2d 810,

812 (Md. 1948). Petitioners admt they intended to forma
partnership to insulate the property fromattachnment by judgnent
creditors. Their mnor children were central to that goa
because petitioners believed partial ownership by the children
woul d make the property | ess susceptible to attachnment by

j udgnent creditors.

Al t hough petitioners’ children did not make contributions to
the partnership, partnerships that are created by gift may be
recogni zed for Federal tax purposes. See sec. 704(e); sec.
1.704-1(e), Inconme Tax Regs. That the partnership never
registered with the State of Mryl and, nor obtained an enpl oyee
identification nunber is not dispositive.

At all relevant tinmes, petitioners represented that the

property was held by the Famly Partnership. It was not until



- 25-
recei pt of the notice of deficiency that they began to hold
t henmsel ves out as the owners of the property. Therefore, we hold
that petitioners have failed to neet their burden of proving that
the Fam |y Partnership was not fully inplenmented and shoul d be
di sregar ded.

Petitioners argue alternatively that the Famly Partnership
distributed the property to themin 1992. 1In support of their
position, petitioners introduced into evidence a docunent
purporting to assign the property to petitioners as tenants by
the entirety. The docunent is not a deed. The purported
transfer was not recorded, and thus record title to the South
Point Road |lot remained with the Famly Partnership until its
sale in 2001. The property was never titled in petitioners’
nanmes. Therefore, property tax bills always listed the owner of
the property as the Famly Partnership. Simlarly, the listing
agreenent and the formHUD-1 settl enent sheet listed the owner as
the Fam |y Partnership, not petitioners.

Petitioners argue that the property was transferred to
thenselves to facilitate a refinancing of the South Point Road
| ot and the Berlin house because the | ender required the property
be held by petitioners individually. However, the record
indicates that after petitioners used the proceeds of the
refinancing to pay off the respective purchase | oans, there was

no | onger a nortgage on the South Point Road lot; the only
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nmortgage was on the Berlin house. Furthernore, it is unlikely a
| ender would require a change in ownership, but not require that
the change be reflected by recordation of a deed of transfer.
Maryl and | aw recogni zes that ownership of property may be,
either formally or informally, separated fromtitle to property.

Viams v. De Wese, 140 A 2d 665 (Ml. 1958). However, we cannot

treat lightly the formal manner in which property is held, |est
we subject legal titles to unnecessary uncertainties and

conplicate the admnistration of law. Estate of Rosenblatt v.

Conmi ssioner, T.C. Meno. 1977-12.

Petitioners had approximately 10 years in which to record
t he change in ownership of the South Point Road |ot, but they did
not. Petitioners contend they had been the owners of the | ot
since 1992. However, when selling the property they listed the
Famly Partnership as its owner. It was not until petitioners
realized ownership of the property through the Famly Partnership
produced adverse tax consequences that they held thensel ves out
as the owners of the property. Petitioners were free to organize
their affairs as they chose; neverthel ess, having done so, they
must accept the tax consequences of their choices, whether

contenplated or not. See Conm ssioner v. Natl. Alfalfa

Dehydrating & MIling Co., 417 U.S. 134, 149 (1974).

For the foregoing reasons, we hold that petitioners have

failed to neet their burden of proving they were the owners of
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the South Point Road lot. As they did not own the South Point
Road |l ot, petitioners are not entitled to exclude the gain on its

sal e under section 121.'* Allied Marine Sys., Inc. V.

Comm ssioner, T.C Meno. 1997-101, affd. w thout published

opi nion sub nom G bbons v. Comm ssioner, 155 F.3d 558 (4th Cr
1998).

C. Penalty Under Section 6662(a)

Section 6662(a) inposes a 20-percent penalty on the portion
of an underpaynent attributable to negligence or disregard of the
rules or regul ations. Although the Comm ssi oner bears the
initial burden of production and nmust cone forward with
sufficient evidence showing it is appropriate to inpose an
accuracy-rel ated penalty, the taxpayer bears the burden of proof
as to any exception to the penalty. See sec. 7491(c); Rule

142(a); Hi gbee v. Comm ssioner, 116 T.C. 438, 446-447 (2001). In

order to nmeet the burden of proof, a taxpayer nust present

evi dence sufficient to persuade the Court that the Conmm ssioner’s

1The parties have stipulated that the sale of the South
Point Road lot resulted in a gain of $278,962. |n accordance
with the partnership agreenent, petitioners had a conbined 70
percent profits interest in the Famly Partnership. Therefore,
there is a taxable gain to petitioners of their distributive
share of the gain in the anmount of $195, 273.

As the Fam |y Partnership qualifies under the “snal
partnershi p” exception to the partnership audit and litigation
procedures, secs. 6221-6233, respondent was not required to issue
a notice of final partnership adm nistrative adjustnment to the
Fam |y Partnership. Sec. 6231(a)(1)(B)
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determ nation is incorrect. Hi gbee v. Commi ssi oner, supra at

447 .

Petitioners failed to keep adequate records related to their
busi ness expenses, clainmed highly inflated deductions,

m sreported the gain fromthe sale of the Berlin house, and
failed to report the substantial gain fromthe sale of the South
Point Road lot. Therefore, respondent has nmet his burden of

pr oducti on.

An accuracy-related penalty is not inposed on any portion
of the understatenent as to which the taxpayer acted with
reasonabl e cause and in good faith. Sec. 6664(c)(1l). Reliance
on the advice of a tax professional may constitute reasonabl e
cause and good faith, if under all the facts and circunstances

the reliance is reasonable and in good faith. Neonatol ogy

Associates, P.A. v. Comm ssioner, 115 T.C 43, 98 (2000), affd.

299 F.3d 221 (3d Cr. 2002); sec. 1.6664-4(c)(1), Incone Tax
Regs. To qualify for this exception, a taxpayer nust prove by a
preponderance of the evidence: (1) The adviser was a

conpet ent professional who had sufficient expertise to justify
reliance; (2) the taxpayer provided necessary and accurate
information to the adviser; and (3) the taxpayer actually relied

in good faith on the adviser’s judgnent. Neonatol ogy Associ ates,

P.A. v. Conm ssioner, supra at 98-99.
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Petitioners argue that they sought professional tax advice
for the preparation and filing of their 2001 return. Petitioners
presented no evidence of the conpetence or expertise of their
return preparers. Therefore, petitioners have failed to neet the

first prong of the Neonatology test. See G Kierstead Famly

Hol di ngs Trust v. Conm ssioner, T.C. Mnob. 2007-158.

Petitioners further argue that they provided their return
preparers with all their raw financial data. Petitioners’ 2001
return |isted the anount realized on the sale of their residence
as $600, 000 and the adjusted basis as $600,000. Neither of these
nunbers is accurate. The gross proceeds were $800, 000, the net
proceeds were $752,582, and the adjusted basis was either
$597, 054 or $647,054. Furthernore, the return did not report any
amount with respect to the $500, 000 of gross proceeds received
fromthe sale of the South Point Road |ot. Considering these
maj or errors and om ssions, either petitioners failed to provide
their preparers wth the necessary information, or the preparers
| acked the expertise to properly file a Federal incone tax
return.

Because petitioners failed to prove they reasonably relied
on a conpetent tax professional, and because they failed to
assert any other basis for relief, we hold that petitioners
are |iable for an accuracy-rel ated penalty under section 6662(a).

I n reaching our holdings, we have considered all argunents
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made, and, to the extent not nentioned, we conclude that they are
nmoot, irrelevant, or w thout nerit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




